
The FTC's current evaluation of iiew restrictions on telemarketing mirrors a 
rcccnt trend among U.S. slalcs to introduce "do not call" programs I t  appears 
lhal seventeen states (AK, AL,  AR, CO, CT, FL, GA, ID, IN, KY. L A ,  MO, NY, 
OK, Th, TX, and WI) currently ha\,e some tvpe of no snlicitat~oins l istings, most 
of which were introduced smce 1998. Man! state programs allow constimers to 
sign tip i l l  no cost, but  several (e.g., Arkansas and Florida) have registralion 
cli'irges that typically amount to S i  - $10 per vear. Both 5 i g ~  u p  and renewal 
charges are sometimes imposed. Almost all such programs appear to allok' 
registration via the Internet, a toll-free call, or regular mail. M a n y  such 
programs exempt charitable and political calling, dnd Alabama and Missouri's 
programs exempt telephone companies. 

DLW lo their newi ies ,  the ultimate impact o f  mdnv ot these progrdms is ditiicult 
to assesb. Participation appears to be very locv in those statei that charge for the 
service.' A representative program IS t h d t  o1 Tennessee introduced iii I Y Y Y ,  
wliich currently enrolls around 309,) of all residential lines in the state.' This 
program is funded through the s ~ l e  of thc "do not call" l ist  to telcmarketrr5, who 
pay 5 0 0  tor i t .  The list is updated frequently, and fines tor violations are 55000, 
though few firms have been subject tn sanction.' 

The proliferation of "do not call" programs indicates their popularit\, ivith the 
piiblic. This popularity probably arises from two logicnlly distinct so~irces.  First, 
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ahuses by telemJrketers opcratmg in ;I lraudulent or unethical manner havc  
soured many un telemarketing getieralli. Second, e\ 'en \\,hell '1 tclem,lrkctcr , ~ c t i  
elhicdll) an> legall\,, some ciistoniers-are amoved  bv such calls, particttlarl\~ 
when the call comes a t  an mconvenient tlme. 

Since abusive and deceptive sales praclices arc already illegal, "do not call" 
initiatives presuniabi! reflect constimer annovaice with unwanted calls, rather 
than an effort lo prevent tinlawitil behavior. This phenomenon can be expressed 
in economic terms, m d  the most common economic description oi this 
annovance is "negative externalit)."" A n  externalitv is a real effect borne by one 
person. caused by the actions of mother,  thal is not reflected in prices. For 
example, in  the absence of pollution regulations, industrial plants mav emit verv 
large quantities o f  noxious gases tha l  damagc. the health ol people i iot i i i vo lved 
in the operation. This can occur because, from the polluter's point-oi-view, 
pollution costs d o  not include those costs involuntarily borne bv other parties. 
Going further, economists show lhdl the result of this situation is too much 
polllition lrom thc social perspective. 

The analogy from air  pollution tn tinwanted telephone solicitalions is apparent, 
though somewhal deceptive. Unlike polltilion, which no nile wishes to h a w ,  
phone solicitations sonictimes resti l l  m product sales ($230 billion in  1999). 
suggesting that sunw calls result in desirable reallocations of resources. 
%evertheless, the priinarv economic rritioiiille lor Iiiniting Ielemarkeling IS thni  
such calls createnegative externalities and are oversupplied in  conipetition. 

The identification of advertising (in thk case, telemarketing calls) \vith an 
externality is a new wrinkle in the ongoing mdlvsts 13) economists oi ad \  crtising 
and market perlormance. A vas1 cconomlc Iilerat~ire ha s  evolved since thr 
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pioneering analyses of Doriman and Steincr (1952) which addresses the 
problems: (1) is advertising a good thing?; ( i i )  what is the socially optimal 
amount of advertising?; ( i i i )  what role does advertising play i n  competition?; (iv) 
how does advertising, or a ban on advertising. affect prices? As in most 
important questions, the economics l i teratim has produced conflicting answers 
to these questions. However, i t  IS  iair to s a y  that, a t  least in some iniportaiit 
cases, ddverlisiiig increases competition, lowers prices, and benefits the pLiblic 
For example, Shepherd (1983, p. 117) remarks that " .. .  advertising can be a 
powerful device by which n w  or small firms succeed . . .  Dial soap 15 a good 
example; i t  was Armour & Co.'s entrv into the soap industrv in the 1950s, hv 
means ol heaLy advertising." Ireland (1967, p 117) reters to the antlcompetitlv; 
etfect5 o f  many advertising bans with the comment. "These (studies) have 
gcnerallb concluded Lhat prices 'ire significmily highcr when adverlising i5 

banned &e, ior example, Benham, 1972 and Bone1 et al., 1980)." Carlton and 
Perloff 2000 (p.  460) state that. "suhstanlial enipir~cal evidence indicates t h a l  
adlzertising about prices can increase competition and raise welfare." 

The economics literature has not declared advertising L~~ i;.:iiioied good, 
however, and many articles have examined the use of ads  2s ~ , > r i ~ ? .  to entry, 
artilicial product differentiation devices, and so on. Additionallv, I t  is comnlon 
to draw a distinction between "informative" Jdwrt is ing 1e.g.. j d i  Indicating 
prices) and "persuasive" ads (which seek to alter preferences, pc 
misleading consiimers)." 
beneiicial to consumers and oppose restrictions on it ." 

In general, economists i.iew pricc 
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Thc relevance of thcse considerations to telemarketing regulation is crucially 
dependent on the function such marketingperforms In some industries, such as 
teleconimunications. telemarketing IS a fundamental tool o! iwnpetitioii. The 
majority ot residential consumers learn about new competitive rates from direct 
calls to customers. Further, since \'irtuallv everyone is now presubscribed to 
some inlerLATA carrier, such calls by necessity tnrp'f  t i i t ,  ii[slotnw< of r ir~ni i .  
Finally, i t  appears tha t  the offers made in these calls stress p r k  :d:ictions and 
other objective, economically-relevant factors such as free min t i t c  and cash 
awards.  In this case, then, telemarketing serves as a primary method of price 
competition. This fact raises concerns that limitations on such calk could raise 
prices generally. 

Alternativcly, i t  is true that some Lelemarketing efforts rirc more diilicult to 
ciiarxterirc as price competition between rivals. Calls ofterinf products or 
services that consumers do not regularly ptirchase might fall intc this calegor). 
In these cases, the effect ot telemarketing on prices is somewhat more uncertain. 

Economists generally have ignored these dual and sometimes conflicting 
properties of telemarketing. This paper serves ii5 ail init ial  attempt to .Iddress 
this void in economic research The crucial qiieslion.; for this report are. 

1 .  How is telemarketing to be modeled? 

2. How would a "do not call" ban be modeled? 

3 Given (i) and ( i i ) ,  would such a ban be expected to raise prices' 

4. Could individuals' personal support for such a ban be inconsistent with. ~ n c l  
detrimental to, the public interest? 

The remaining Sections ot this reporl provide answers to these questions, 2nd 



suggest that, at  least i n  some industries, initiatives t h a t  raise the costs or reduce 
the effectiveness of direct marketing will increase prices generally, and may well 
harm consumers. 

111. A Simple Model of Telemarketing and Prices 

Th15 section explain5 why, in some important cases, initiatives reducing the 
effectiveness (or increasing the costs) of klemarketing are likely to increase 
prices. This conclusion arises from recognition oi  the use of telemarkrting as a 
vehiclr for price competition. and docs not rr I \  oil untisiial or complex strategic 
arguments. Rather, WE offer  a w r y  simple model, based on  a two-stage duopol) 
game ot price srtting 'ind telemarketing which illustrates the intuition behind 
this result. Some complications a n d  extensions to the analyses are oiiered i i i  

Section IV. 

Because the goal is to illustrate, as simply as possible, w h y  limitations on 
telemarketing mav harm soc ieh  C Z J ~ ' I I  when people find such calls generail) 
amoving,  the analysis is extremely basic. However. two critical assumptions 
supporl this investigation, and these dssumptioiu should be emphasized since 
they rlrenecessarv for the results. First, w e  restrict our attention here to cases in 
which 1eleniark;ting is used (perhaps along K i t h  other media) 10 offer 
competing ser\.ices to the customers of rival  iirms. 

Second, the institution ot J "do not call" program is represented here as an 
increase in  the marginal m d  t o i a l  costs cii r o n l ~ t i n g  a potential ct15toiner.",' 
There are severdl reasons for lhis. First, telemarketing is oiie ot se\,eral iorms 01 
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direct marketing (others include direct email, door-to-door sales, etc.), and is 
oitcn used in combination wi th  other types of advertising (e.&., television 
conimercials and print ads). Thus, limitations on the use of telemarketing 
"change the mix" of  advertising methods used. Since telemarketing is used noK', 
the presumption must be that i l  is one of the more cost-effective means of 
customer contact and acquisition. Consequently, m y  limitalion on the m e  of  
telemarketing (or any relatively more efficient acquisition tools) is presumably 
cost increasing, given its "revealed" effectiveness. In other words, any given 
level of success m customer sales will be more expensive with a ban than 
without one, other things equdl. 

The analysis presented here does not support imposing or extending any "do not 
call'' restrictions to firms calling their own customers. This would not "even the 
playing field" between incumbent firms and competitors, h u t  rather would 
interfere with established husmess relationships and raise the cost to firms o f  
doing business. Calls to existing customers do not constitute competitive rivalr!. 
p ' r s ~ ' .  Customers who have explicitly indicated their interest in a firrn.5 products 
ti! purchasing them in the past, or who otherwise have established lhiisines? 
relatioiiships, are quali tat ivelv diflerent t h m  J "random" customer. In ~ddi t ion,  
firms liave a strong incentive to avoid irritating their o w n  cusloniers, so 
unwelcome calk are unlikel!, to be much ota danger. (Indeed, some firms, such 
as credit card issiiers, allow customers to opt out ot such calls.) Finally, to the 
extent that such calls are proactivc efforts to a\,oid losing customers. their 
competitive effects are desirable. 

These issties addressed, we  n o w  turn to the modcl itself. While some technical 
issties are covered in the appendix, the simplicili. of the andvsis allows tis to 
profitably include some ot it liere 

We make the following assumptions. First, there are two firms, A and B. selling 



\ ~ e r y  similar products. A large set of h consumers a r e  init ially distributed 
between the two seller> in nunihcrs X i  and ,Vi where hi,, + N t z  = >V. This 
distribution rcpresents the i’xiitiJlg pattern of customer rel,itionshlps. For  
example, those N ,  customers “assigned” to seller A can be \‘icswcd as  
presuhscribed lo A’s service, i f  A were a long distance provider for example. 

Wr asstime further t h d t  each customer b u y  one tinit of servicc, either from their 
initiallv assigned seller ( i t  they d o  not gct a “better” ofter from the competition), 
or from the competitor (In the next section it is shown that this s ~ m p l ~ f y i n g  
assumption is tmnecessar!,.) In order to ”steal” mother  firm’s customer, a seller 
must: ( i )  eftech\,ely contact the 1-iistonicr, snd; ( i i )  make an olfer a t  d price a t  
least d belob, that charged b y  the rival, where d 2 0. Thus, d represents the fact 
thal moving is costly, and ctist(imcrs resist cicitching suppliers tinles? t l icre is ii 

positilc gain troni doing so. This requirement is i l l x i  consistent with thc notion 
tha t  sales calls are irritating and create a “negative bias” toward the offer, and 
that firm s e r ~ i c e s  ma\ exhibit slight diilerencel. that are reflected in the “initial” 
distribution ot ciistomers. 

We asstime further tha t  each tinit of s e n  ice costs each firm i Lo provide (i.e., i is 
niargmal cost). While we consider a generalization of this in the next section, w e  
focus here on pricing iw t  o f  this cost i., so for now w e  take c = 0. Thus. w e  
interpret the resulting prices a5 mark-tipi over unit costs 

Our  analysis has the following structure. First, consistcnt with the traditional 
game theory assimption, there is complete iniormation (i.e. both f i r m s  k i w i \ ,  LIic 
description provided Above and both knwv the other knows i t ,  and s o  on). 
Second, the firms initi<iil! announce their service pricci P ,  .ind 1’) 
simtiltaneousl\ and non-coopcrJti\’el\. These prices arc public knrmlcdge 
among the firms. Second, given these prices, each firm can choose to solici l  sales 
from the other f i r iJ l ’ . i  customers i”tclen1arketing”) Such solliiications arc costlv. 



A customer contacted in this !\'a!' will s w t c h  o n h  i f  he/she is offered ser\,icc a t  
a price at least d below their current price. For example, i f  firm A announces a 
price oi PA,  and firm B contacts one of A's c~istomers, then B can obtain tha t  
ctistomer i f  i t  offers a price of not more t h a n  P i  - d. 

l t  5 eilective contacks are madc (by some combination of teleniarketiiig 2nd other 
nieans), we assume that the cost to the conlacting firm is ( S 2 K / 2 ) ,  where K > 0 IS 
d pardmeter representing the costs of making effective contacts." (This 
formulalion is not necessary, and is adopted onl!. for convenience: see the 
Appendix for a generalization.) In general, w e  expect a "do not call" type ban  to 
i i i u m ~ '  A btnce, for example, compliance with the rules will raise costs, and 
se1ecti1.e opting out niav impl\, greater effort is required to turn up a good sales 
prospect. When telemarketing is made less effective, the firm will substitute 
other means to some extent, and these other nieans will by definition b r  less 
effecti\'e since they were not seiected in the first place. 

Given any sel of  prices PI a n d  Ph ,  the firms sinitiltaiieousl!~ and noli- 
cooperativelv select their privately optimal levels of advcrii5ii xnoted &* and 
Ss+. These levels must satisfy the relationships: 



Thc cutiditions (1a.b) a rc  intuitive. Firms recruit other firms’ customers more 
inteiiselv when: ( i )  the other firm charges higher prices; 01) the discount d 
needed -to recruit a customer is less, and ( i i i j  the cost tactor 1~ i s  lower. (Wc  
assume here that P,? - d > 0 and Pi; - d > 0, i.e., the margins are greater than the 
discount d.) 

W e  tnow turn to the issue of pricing. Recall that firms select t h r i r  nrices ( f + ,  P r )  
“prior” to their efforts to capture each other’s customers. :‘i <: conventional 
economic argument, wt- find that oplirnal equilibrium p r i c e  satisfy the 
conditions: 

wliert? the superscript asterisk indicates an optimal value 

Seberal conclLisioiis and theoretical predictions are illustrated by (2). First, firms 
with larger market shares charge higher prices, a consequence of thc tact that 
ha\;ing a larger ‘’captive” customer based to star t  with creates an incentive to 
exploit this advantage with higher prices. Second, prices are higher a5 d, the 
discount necessary to captiire a customer, is higher. This is also consistent with 
intuition: when d is big, capturing d customer is less profitable, so there is less 
incentive to activelv limit “raids” by other firms by ofiering lower prices to 
extant customers. 

Our  final and most significant result coiicerns the effect of the marketing cost 
index K on market prices. In particular, the higher K is, the higher prices are 
initial prices. This result is also easy tu understand. With “presubscribed” 



ciistoniers, thcrc is  a n  incent ive  to exp lo i t  the Inelast ic i ty  ot their  d e m a n d s  by 
cha rg ing  vcr!' high prices. However ,  rls pric(> i'r increased, the n u m b e r  of 
ci is toniers lost to  " raids"  h!. the r i va l  firm steadil! increases. Thus, a l o w e r  
i n i t i a l  p r ice  is  a form o t  " insurance" pi i rchased h!. the firm in o rde r  to limit 
comprtiti\'e i n roads  b\. a ri\.al. As K rises, such threats are  lessened, a n d  the firm 
cxp lo i ts  th is tact by i ns t i t u t i ng  h ighe r  in i t ia l  prices. When the r i v a l  f i r m  eng~gcs 
in o p t i m a l  " customer stealing", the large1 firm faces a t radeof f  be tween  
increased protit.; t h r o u g h  h ighe r  pr ices from eacln customer  i t  retains, \ ' e m i s  
prol i t .  los t  from cuslorners who detecl  to the r i v a l  d u e  to those same p r i ce  rises. 

Tlrc r e l e i a n c r  01 thesr res i i l l s  iur  .I "do iioL c311 i n i t i a t i ve  is apparent. Si ich an 
rnit iat i !  I) \ v o ~ i l d  raise the cos1 of eftecti \ 'e contacls, uzhich i s  represented here  bv 
,111 increasc in  h. Thii, iii Liirii, ivould Cdiise pr ices iii the m a r k e t  to  rise. Further.  
a l t hough  the analvsis suggests that  the resu l t i ng  p r i ce  increases will be greater 
for larger f irms, all f i rms  will take advantage ot the ab i l i t y  to raise prices. 

In s i immar j ' ,  w h e n  restrict ion5 on te lemarket ing  raise the cos15 01 contac t ing  
ri\,al 's customers, pr ice compe t i t i on  is lessened and pr ices rise. Thi.: fact 
h igh l i gh ts  t w o  po in ts .  First, bans on te len iarke l i i ig  w i l l  not inecessar) reduce 
to la l  adver t is ing  - i t  inighl oiil\ a l ter  115 cvmpos i t i o i i  t o w a r d  o the r  media ."  
Second, m d  mos t  i r n p o r t m l l y ,  i f the regu la t ions  reduce te lemarket ing,  Lhen the 
resu l tan t  d i m i n u t i o n  in object ionable ca l ls  n i i i s t  be  w c i g h e d  against  thc 
object ionable increase in prices. Thiii, i t  is i i o t  ! I i t , '  t i i i i t coiiiiiiii,'r~ i v i i i  
601irfi! jroiii s id i  n puiicii. Aftc.i. n i l .  xdiii,, inmi '  kvupi,,  i rbj i ,c , t  !o i n lcs  in l i i ,  i'ii.!iinlii/ 

PW~IIOII,' ol i jwts  10 1iiglir.r priwi. 

This anillvsis siiggesls th,it m i  i i i i t ia l i i ,c  llidl rdiscs acquis i l io i i  costs, th r reb)  
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reducing price cumpetition 111 the m m n e r  outlined here, m ~ i s l  he evaliidted \ e n  
carehilly. The lact that many consi~mers stipport "do not call" initiatii'e.; n i  
>iidioidim/i does not establish tha t  i t  is a good social policy. Indeed, sincc the 
ckpericnces ut  '1 singlc individual cannot affect the market outcomc, each 
consumer, on his or her own, niighl wish  not to receive sales calls (or sny other 
,id\,ertising, tor that matter). Yet, i t  a public policy allows ewryone to satisfy 
this want, an important tool o i  competition could be disabled, with tintorttinate, 
if unintended, consequences. 

I\'. Some Complications and Extensions 

Onc ni'iy cibjecl to thr 'indlysis n i  the List scclion on se\,eral grounds. First. i t  
should be recognized that  telemarketing is here viewed primarilv as J tool lor 
price competition. in which ri \ ,als  vie to capture edch other's customer.;. In this 
circumstance, a n y  initialive that raises adverlising costs is anlicompetitire, 
regardless of its other merits. 

More obbiously, the material of Section 111 makes tisr o i  several t ~ ~ l i i i i c a l  
assumptions that are highly titirealistic. Iiowe\'er, this section will shot,, Ihar, 
for the most part .  the basic mechanism illustrated pre i  iniisI\; does not depend on  
these assumptions. In particular, w e  will consider complications based on ( I )  
more realistic demand specification; (2) more than two  iirms, and; (3) diftering 
costs between firms. 

I .  Demand Complication: 

The basic rest i l t  of Ihe la51 section - thiit incrc'dses it1 the cost5 0 1  caplur ing r lLd /  

iirins' customers will resiilt in general p r m  increases - \%a5 obtamed itsing an 
extremely simple description of consumer buving hehavior. We shoiv n n ~  t h a t  



this restriction is not necessar!' to the restilt' 

To maintain simplicily, suppose ,i ciinstinwr ii-ould bu\.  Q = D - 11 units ot the 
good when the eftectt\,e price is p ,  where Q is Linits bought and D is an unknown 
number ( D  > 0). Again. cvc assume that a rival must offer a discounl ot d 111 

order to induce a consumer t o  swilch. With this change in the speciiicatioii ot 
consumer demand, firnrs now Iia\,c an  incenti\;e to lower prices in order to sell 
ndditiunni units ot services or  goods. We show that this complication does not in 
any w a y  alter the basic conclusion of the preb ious section. 

Again, Lhe analyst5 proceeds b) determining "oplinial Lelemarketing" in the 
second stage first. Profit is maximized when 5; = Sq*, S B  = S8', where: 

('17) 

This finding is the generalization 01 Lhat given in ( I ) ,  w i l h  the added 
complication of downward sloping demand c u n e s .  A s  explained in tht. 
appendix, Ln any equilibrium w e  will have the result that higher prices b! the 
r i u l  will trigger greater cittempt.: to "5leal" the rival's customers. 

Proceeding to the first stage. the problem ai hand is to slioi\' that optimal 
equilibrium prices increase when K increases. In other words, LVC nerd Lo 
illustrate that restrictions on telemarketing that incredse Lhe cost< of eflectiiclv 
contacting others' customers will resii1L in increased price5 for we rvon r  Sincc 
the appendix provides a formal proot, w e  limit the discussion her<> to an 
mtuiti\,cexplana~ion. We obtain the desired rewlt  whenever the effect u t a  price 
increase by firm A, say, on A's profil, increases when K increa5es. In other 

s ,  = ( P - ( F  - & ) ) ( P , ,  - b , / h  



words, price increases hv A should have  '3 more favorable impact on profits 
when K is high than when K is low. This is indeed the case. The reason i i  t h d l ,  
as K increases, the immediate effect is to make capturing the other firm's 
customers d more costly proposilion. This means tha t  the target firm can take 
advantage of this cost increase by raising prices. Recall that,  for ani '  firm, protits 
are maximized when the firm raihes prices tip to the point where an)  additional 
increase would cause more protits to he IosL from 1051 customers than would be 
crealed b) higher prices levied on existing customers. This optimal point 
invokes  higher prices when i t  becomes more costly tor the rival to "raid" the 
firm's customer base. 

In summary, the basic mechanism tound earlier ~ higher advertising 
("telemarketing") costs cause prices to ri5e ~ i i  i i o ~  dependenl on  the driiiaiid 
assumption made i n  Section 111. On reflection, i t  is easy to see w h y  this should 
be so. Firms recognize thal, the higher their prices, the greater the likelihood ot 
losing customers to rivals. The effectiveness of Lhis threat, however, depends on 
the cmt i  of contactlng customers and making attractiw c f fe r s  to them.  an!^ 
increase in these costs reduces competition and raises price.< 

2. Multiple Firms 

While our analyses have focused on "duopol!,", i.e., on marker' . , . ,  ,< ' r '  
the basic logic is not in any way dependent on t h a t  restriction. ~ 

however, that models with many firms arc, more conii'lc,. .in? introducc iiem 
technical issues. We briefly review these issues first, .>I'#:. I ..iain why they 
d n  not aller the conclusions estahlished pres'iously. 

When there are manv firms, each firm n id i  l r \ '  to "steal" clislomers iron1 
multiple other firms. .Likewise, tach f i r m  face5 ih rcdts  from mnnv firms. I f  a 
customer receives two (or more) ofiers d belo\v the incumbent's price, h(,\v 

.~ 
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would he/she choose? More importantlb, how would firms target their 
customer recruitment (telemarketing) efforts between rival firm<' customers? 

The profit any firm earns from obtainmg someone else's C U ~ L ~ ~ I ~ ' :  IS, Liccording 
lo our simplest assumptions, I': - d, where P; is the target iirm's price. Given this, 
firms with higher prices are more attractive targets, and one expects high priced 
iirms to be the primark "victims" of telemarketing. This is, oi course, a desirable 
outcome. From the analytic point-of-view, however, i t  is a dithcuit complication 
because of the abrupt efiect on a fmm's profits of a tiny change in its price, when 
by making the change, the fim moves from the highest priced to, say, the 
second highest priced seller in the market. 

These complications do  not alter the basic finding when the process of obtaining 
other's customers is \;iewed realistically. For any given firm, i t  is safe to sav that, 
the higher their price, the greater the extent to which their customers &tam 
competing offers, and the more ciistorncrs are lost. Again, the firm's problem is 
to set prices to equalize the profits gamed hy  increases on existing customers, 
and profits retained by discouraging "ralds" bv competing suppliers. In this 
sense, whether there is one rival firm or many makes no diiference. Indeed, one 
could regard the "other firm" in our simple model as an amalgamation of "all 
other firms" from the standpoint of a single seller. A s  long as one accepts that: 
(i)  higher prices induce more competitive intrusions, and ( i i )  firms will p r r e  to 
equate profits gained from "unlost" cusLomers with profits gained froni not 
losing customers, then increases in the costs of recruiting others' customers will 
Increasc the marginal profitability ot pricc increases. This latter eftect is that 
which  produces our primary finding. 

3. Cost Diiferences 

The analyses above uniformly assume t h a t  both firms face the same costs, both 
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fiir providing service and for engaging in marketing. W h i l e  firms could differ in 
eilher area, disparities in the costs of sewice are for more important from rl 

polic), perspectii'e." This complication cdn be easily analyzed using the simple 
framework of Section 111. Now, rather than representing prices as "prices net of 
service cost", price measures what the consumer pays, and each firm produces 
seri'ice at  constant per-tinit costs O i  i, and C!,, where C., ' C.'),. Repeating the 
previous analysis, we obtain optimal prices of: 

( Ib)  

These results parallel our previous findmgs. Notr t h a t  a firm charges higher 
prices whenever: ( i )  its own costs are higher, or ( i i )  the rivals' costs are  higher. 
This latter effect arises because, when the r i \ pa l  has higher service costs, i t  has 
weaker incentives to raid other iirnis' customers. Note also that, i i i  this 
formulation, unit costs have Ihe same eftecl on equilibrium prices as does the 
discount d necessary to get customers to switch suppliers. 

Further insight into the consequences ot \'arving costs is obtained bv displaying 
the formulae for optimal customer recruitment levels, 5 ,' and h*. These arc '  

P,: =(K,V,; - l i + c : ; ;  T C . , ) / 2  



Si’< -(KN:, - 6 - ( C t i  - ( ~ ‘ , ; ) ) / ? K  (5b) 

Equations (5) illustrate an important and policy-relevant point regarding cost 
diiierences. The qunntit) 5 ,‘, e.g., reprebents the number of customers originally 
ti5iiig d e r  6 who are lured to seller A by a discount of d bclow B’s prices. I f  
C,+ < C p ,  then more w c h  cuslomers are Itired than i f  C, > C,. This is socially 
beneficial: firms with /iI$/i~,r production costs are more vulnerable to losing 
ciistomers to discounts, and this is precisely what one would wish, a s  i t  saves 
resources and goads higher cost firms into undertaking cost-saving measures. 
Both benefit society. 

On balance, the simple mechanism described m Section III is seen to be robust to 
several complications i n  the analysis. This is unsurprising. Firms will seek to 
gair rivals’ customers when i t  i s  profitable to d o  so. Advertising, of which 
telemarkelmg is an iniportant part, 15 a primary mechanism used tor this 
purpose. Any public initiative that increases the costs o i  this activity will lessen 
the extent of competition between firms, diid i t  IS quite Iikelv that the result will 
be higher prices. 

V. Conclusion 

Th i s  report has examined the probable economic consequences on product prices 
of restriclions on telemarketing for those industries i n  whicli telemarketing 
serves as a means “raiding” the c u t o m e r  b ~ s e  of a r iva l  Teleconiniunications is 
a prominent example of 5tich ,in industry, but there are others. By representing 
the initiation of a “do not call” program as a cost increase applicahlr to 
contacting a rival’s customers, our simple, two-stage game theoretir model 
illustrates that the expected consequence of such restrictlons is a price increase. 
In all cases examined, we find straightforward economic reasons to sus~>ect that  



price increases are likel!, 

The, usual economic logic f avo r i ng  restr ict ions o n  te lemarket ing posi ts thc 
existencc of "externali t ies" ci.eakd by such calls. Put simpl) ' ,  m a n y  consumers 
find such calls to  be  i r r i ta t ing,  and thdt i r r i t a t i on  is an econoni ic  cost that cou ld  
bc n i i l i ga ted  h v  restr ic l ions.  

The p r o b l e m  w i t h  the "externalitv i " ~ , "  however,  is that  it is incomplete.  
Aduert is ing,  w h i c h  inc ludes  telemarketing, is n o t  compet i t i \ ' c lv -  i ieut rd l .  In 
i ndust r ies  such as telecommunications, te lemarket ing appears responsib le for 
most cusloniers sw i t ch ing  betivern carrier5 in Iesponse 10 otteicd kprice 
reduct ions.  L im i ta t i ons  on te lemarket ing wi l l  the11 m t u rn  limil an i m p o r t a n t  
i ns t rumen l  for price compet i t ion .  \V l i i l c  man! customers do no t  l i k e  lo r c c e i w  
sales calls. ~ l l  customers p resumab ly  do enjoy lower pr ices.  Thus, l im i ta t i ons  on 
telemarketuig, e w n  if the external i tv  view is totally correct, co i i l d  act t ia l ly /form 
consumers whenever  p r i ce  increases ou twe igh  the benef i ts  of fewer sales calls. 
It is cr i t ica l  that both phenomena be conhidered i i i  a n y  po l i cy  d iscussion.  



Technical Appendix 

This Section prolides details of the andlvses presented in the report. Relevdil l  
notation includes: 

N A =  

h'g= 

Pa = 

P ,  = 

d = 

K = 

# customers initially ,Issigned to firm A; 

# ciistomers initially assigned to firm B; 

price charged hy A; 

price charged by  6; 

discount necessary to induce a customer to switch 
suppliers; 
effeclive customer contdcts cost par'imcter. 

Let unit costs of service be C, and Cis, respectivelv. InitiJlii : , I ,  '. . = CI; = 0, or 
else C, = CL4 = . Eaci; \ L ~ I ~ 5 u m e r  buys  
one unit oi servicc, either trom their mitial vendor, or else zit a discount of d from 
their initial vendor's price i f  effectively contacted b\; a rival seller. 

- ~ 

> 0 2nd PA, Pa indicate prices net of 

Let S,,, 5, be thc numbers oi eiiective conlacts made b) h r m -  . ,  

respectively. A contact is "eilective" if, given the contact. the customer . ,  

switch suppliers ii offered rl disciitint 0 1  d l  ledst d.  l ' , ~  , , :!rm hears for 
making 5 effectivc contdcts is ( K  . S ' ) / 2 ,  where K > 0 15 'I LL,,; ,:drameter. The 
convexi ly  of this cost expression reflect5 Iictcrogeneity among customer5 and 
short-run limitations oil !he abilitv n i  firm.; tu  eftrctively advertise. 

Thc firms play d two-stage game oi coniplete information. In stage 1 ,  tirms 



~iniultaneously and non-cooperatively select their prices P., and PI;. Both firms 
l e a r n  these prices, and in SLage 2 simultaneously and noli-coo~rratively select 
their level: of effective contacts S, and SI;. This is all commor )$\ ;edge.  Firms 
ac t  to maximize profils. We seek a subgame perfect Nash cqti;,!rrulm for prices 
and recruitment activities. 

In  Stage 2, prices are given, so firm i selects S;  to solve: 

rnax{S, (P - 6)-  ( K S : )  /2}  

I f  0 < S '  < N,, for I = A, R .  then S,'solves 

These solutions are taken as given in the first stage of competition. I t  is apparent 
that both firms have dominant strategies in prices. In particular, firm i selects P, 
to solve 

(A31 
maxkNi - S i ) f ,  T Si(P, - 6) - ( K S ; )  / 2 }  

Optimal prices P,', I = A, B, are given by: 

(A41 P,' =(XN, T 6 ) / 2  

Thus, d P , ' I J K  > 0. 

When unit costs of service C, and CI; differ, and d r e  not both zero, we obtain the 
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modified conditions: 

W e  note that, if K is sufficiently small, then S,' = iV; IS  conceivable. 
unrealistic possibility is not further examined. 

We turn now to an analysis with downward-sloping ctistomer demands. 1 el the 
quantity of service purchased by a customer varv with price. We assume 
Q = il - p, where 0 is the number of units the customer buys, D IS a known 
constant (13 > 0), and p is the effective pricc. For simplicity, take C, = Ci. = 0. In 
this case, we have: 

This 

for i = A, B. 
strategies in prices, and the subgame perfect equilibriuni prices mtist solve: 

In the first stage, we  find again that the firms have dominant 

(A61 

for I = A, B. For P,' to be a profit-maximizing choice, we require th,it the 
derivdtive oi (A6j with resprcl to P, be negative. Similarly, direct c a l c ~ i l a t i n i i  
establishes that the derivative oi ( A h )  with respect to K IS  pos l t~ve  ai eqtiilibritim. 
Writing firm i's profits as p,, we see that l ~ l , * / l K  = - (n~p , /n /~ ,n~ ) / (n~p , /np~ )  
where the numerator is negative and the denominator is negative, so thal 
qP,'/lK > 0 as before. 

Finally, we show that the particular functional form used for the co+ of 

(13 - ZP, T 26)(D - P, )P, / K + (N - 5; )(D - 2P,) = 0 
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contacting customers may be generalized. Instead of assuming that his cost is 
given by K S ' / 2 ,  we adopt the general form K.T(Sj  where we assume T ( 0 )  = 0 (to 
assure contacts occur), and T '  > 0 (convexitv of costs). Again, an increase in I( 
raises total and marginal costs of making contacts with rivals' customers. 

Le1 optimal advertising he given by: 

( A n > )  

Simple calculus establishes that lS, ' / lP, > 0, lS,'/ld < 0. and BS>'/ lK < 0. 

S i  :S , iP , ,6 ,K)  

Moving again to the first (price) stage, we obtain the necessary conditions: 

(A8bl 

Noting that the Jacobean matrix ll 'p,/lP,lP,], where p, IS i's profit, ha s  zero off- 
diagonal elements, and calculating the terms [ll'p,/lP,BKl, applicatlon o i  
Cramer's Rule  allows us to determine the s i g n  of the derivatives rJP, ' I lK  and  
rJPti ' l f lK.  These are positive. For example, 

-(as;, la', j q ,  t (N, -s, ) = 0 






